We investigate the link between stochastic properties of exchange rates and differences in capitaloutput ratios across industrialized countries. To this end, we endogenize capital accumulation within a standard model of exchange rate determination with nontraded goods. The model predicts that currencies of countries that are more systemic for the world economy (countries that face particularly volatile shocks or account for a large share of world GDP) appreciate when the marginal utility of traded goods is high. These "safe haven" currencies are better hedges against consumption risk faced by international investors because they appreciate in "bad" states of the world. As a consequence, these countries face a lower cost of capital, accumulate more capital per worker, and pay higher wages than less systemic countries. We estimate our model using data from seven industrialized countries with freely floating exchange rate regimes 1984-2010 and show that cross-currency variation in the stochastic properties of exchange rates accounts for 72% of the cross-country variation in capital-output ratios. In this sense, the stochastic properties of exchange rates map to fundamentals in the way predicted by the model.
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Currency Manipulation with Tarek Hassan and Thomas Mertens We propose a novel, risk-based transmission mechanism for the effects of currency manipulation: policies that systematically induce a country's currency to appreciate in bad times, lower its risk premium in international markets and, as a result, lower the country's risk-free interest rate and increase domestic capital accumulation and wages. Currency manipulations by large countries also have external effects on foreign interest rates and capital accumulation. Applying this logic to policies that lower the variance of the bilateral exchange rate relative to some target country ("currency stabilization"), we find that a small economy stabilizing its exchange rate relative to a large economy increases domestic capital accumulation and wages. The size of this effect increases with the size of the target economy, offering a potential explanation why the vast majority of currency stabilizations in the data are to the US dollar, the currency of the largest economy in the world. A large economy (such as China) stabilizing its exchange rate relative to a larger economy (such as the US) diverts capital accumulation from the target country to itself, increasing domestic wages, while decreasing wages in the target country. 
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